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RETURNS ON PUBLIC SERVICE PROPERTIES 

THE chief problem in the regulation of public service cor- 
porations in the United States is how to secure reason- 
able or fair charges. Any standard of reasonableness 
obviously must give due consideration to the immediate users 
of the service, to the general public, and to the corporation pro- 
viding the service. This paper will be concerned principally 
with reasonableness in reference to the corporation, although 
there will be incidental reference also to the other interests 
affected by regulation. 

From the standpoint of the corporation, reasonable charges 
or rates are such as will furnish sufficient revenue to cover all 
operating expenses, fixed charges, depreciation and taxes, and 
to allow a fair return upon the capital cost of the business. 1 
That public utilities are reasonably entitled to such a return 
and to no more, has become almost generally accepted by the 
public, by legislatures, courts, and the various regulating bodies. 
There seems to be no valid reason why more should be allowed, 
but so much is necessary if plant and equipment required for 
reasonably adequate service are to be provided under condi- 
tions of private ownership and operation. 

Most economists, perhaps, agree with the view just presented. 
The question raised in this paper is whether we are pursuing 
the best way by which to regulate the returns upon public ser- 

1 Unfortunately even in accounting discussions the term " capital " is used in two 
very distinct senses; first, either as assets of the business and more especially fixed 
assets or plant; second, as the value of the stockholders' or owners' rights covering 
the assets. In this paper the term will be used in the latter sense. In a balance 
sheet, all the asset values of a corporation are listed on the left side (or in one col- 
umn); these are covered on the other side (or in another column) by two kinds of 
rights, creditors' and owners'. The value of the owners' rights over the assets, not 
the assets themselves, will be designated by the term "capital." This will include, 
of course, par value of stock, plus surplus; or, if stock is worth less than par, it will 
be the par value less the amount of the discount. And, throughout, valuations will 
be assumed at original cost; or, if prices have changed significantly, at cost of 
reproduction. 
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vice properties. The question is wholly one of expediency as 
to what is best from the standpoint of the public at large. It 
will be assumed throughout that such restriction of returns is 
desirable ; for the present discussion that matter will be con- 
sidered settled. The question is : how may we best effect the 
desired limitation? 



The problem of method, how best to permit reasonable and 
only reasonable returns upon public service properties, has 
never been directly worked out, and the advantages and disad- 
vantages of the possible methods have never been squarely bal- 
anced against each other. Yet a general method has come into 
use, which, while not definite in details, is fairly fixed in its 
broad outlines. It has become established gradually by piece- 
meal legislation, state and national, through action of various 
public service commissions, and through court decisions. It is 
followed somewhat roughly by the Interstate Commerce Com- 
mission and more definitely by the individual state commissions 
which have at all seriously attempted to regulate public utilities. 

In general, the method is to place a fair valuation upon the 
property of a corporation, and then to require or to fix such 
charges for the service as will result in a fair net return upon 
the capital invested." Many points in the method are still un- 
certain, although the broad features are as stated. Among the 
uncertain points is the matter of a fair valuation of the prop- 
erty : should it be original cost, or cost of reproduction ? The 
tendency is clearly towards the latter, especially if original costs 
cannot be determined or if prices determining the cost have 

1 For the best comprehensive discussion of valuation of public service properties, 
see R. H. Whitten, Valuation of Public Service Corporations; Legal and Economic 
Phases of Valuation for Rate Making and Public Purchase (New York, 1912). It 
should be added that practice tends to fix rates in reference to the valuation of the 
property. But if the acquisition of the more permanent assets be well controlled, 
and if valuation throughout be fixed upon original or reproduction cost, it seems that 
the procedure would be simpler if fair returns were finally allowed on " capital " and 
not upon the property as such. For the purpose of the present paper, at least, the 
discussion will be clearer if the returns are considered in relation to "capital" as 
defined in this paper. At bottom, of course, the two methods amount to the same 
thing. 
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changed strikingly; always, however, with due allowance for 
depreciation. Further, what property should be included : only 
plant and equipment, i. e., fixed assets, or all assets used in the 
business? Another uncertainty arises as to what is fair return. 
Is it merely ordinary interest on the capital investment? If so, 
what allowance should be made for risk affecting the interest 
rate in any given investment? Or, should fair return make 
allowance also for profits over and above merely interest upon 
capital? Another question is whether rates should be fixed in 
reference to " capital " as defined in this paper or according to 
the valuation of the physical property. 

In spite of the important unsettled questions, the general 
method of regulation is clear enough. First, let us repeat, the 
property of a corporation is valued, say on a cost-of- reproduc- 
tion basis, and then the rates allowed for the service are so 
arranged as to bring reasonable returns to capital in line with 
the valuation. The essential feature of the plan is that rates 
for service are fundamentally fixed in reference to a valuation. 
The question is whether that is the best method available 
for the purpose: to allow a reasonable return but no more 
upon public service capital. The method obviously proceeds 
with the cost basis of rate-making. It tacitly assumes that, 
after a proper valuation has been established, all the neces- 
sary expenses, which would include the return to capital, may 
be readily determined, as may the volume of services furnished 
to the consumers. Then, of course, the reasonable rate would 
be derived by dividing the total expenses by the quantity of 
service rendered. The quotient would represent the average 
unit cost of the service ; this would be fair to the consumer and 
at the same time would allow a reasonable return to the own- 
ers of the business. Ideally this method is undoubtedly excel- 
lent. But its usefulness depends upon the accuracy with which 
subsequent expenses and volume of business may be calculated 
before the rates are actually put into effect ; and upon how sat- 
isfactorily expenses can be charged to particular services ; and 
how important fixing rates at cost is to the general public. 
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II 

The method is probably well enough suited to the simpler 
utilities. It is perhaps satisfactory when the plant is entirely of 
local scope or is operated in separate local units ; when at the 
same time the service is fairly uniform or homogeneous through- 
out, and goes directly into general consumption ; and when the 
demand for the service is relatively inelastic. Under such con- 
ditions, the varying cost from one community to another has 
little effect upon the rates which practically may be charged in 
any given case. There is not the difficulty of apportioning in- 
direct expense among several classes of service ; any reduction 
in rates actually goes to the advantage of consumers and is not 
taken up as additional profits by various middlemen ; and the 
volume of service may be fairly accurately determined since it 
does not shift appreciably with the rates charged (except 
within wide limits). Then, with an almost constant volume of 
homogeneous business, with absolutely constant interest and 
capital charges, and with practically definite tax and deprecia- 
tion allowances, there is left merely the estimate of operating 
expenses, which may be fairly accurately calculated on the basis 
of past experience. With all the factors in the problem pretty 
definitely determined, it would be relatively a simple matter to 
calculate the average unit cost of the service and to fix the 
rates accordingly. 

Perhaps the clearest case of a utility which offers these simple 
conditions and to which the cost basis of rate-making may be 
fairly satisfactorily applied, is that of water corporations. The 
plant used is almost necessarily of local scope, so that rate- 
making is an individual matter in each case, not complicated by 
questions of discrimination between localities and as to dis- 
tances. The service may be considered uniform throughout, 
although even here a distinction might justifiably be made be- 
tween direct domestic consumption and water furnished for 
commercial uses ; also the principle of class-price might be em- 
ployed. Nevertheless, everything considered, a uniform rate 
per unit of water furnished would be practically inevitable, 
whatever the kind or class of service. A reduction in rates, 
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except in the commercial uses, would affect the consumers 
directly and would benefit especially the poorer classes. Finally, 
the quantity of water used, except within wide limits, would 
probably not be seriously affected by changes in rates ; the de- 
mand seems to be relatively inelastic. 1 The necessary expenses 
could be fairly readily determined ; if they were high or in- 
creasing, the rates could be fixed accordingly ; if they were low 
and decreasing, the rates could be correspondingly diminished. 
The net revenue needed for reasonable capital charges could 
therefore be readily ascertained by making rates equal to the 
unit cost of the service, and no more than the necessary amount 
would need to be collected. There would be almost complete 
elasticity in the gross revenue obtainable through the shifting 
of rates. 

If then a public service commission were to bring a given 
water corporation under proper regulation, its procedure might 
be something as follows : First, it would place a valuation upon 
the property, perhaps upon the cost-of-reproduction basis. 
Against this amount it would set the bonded indebtedness and 
other liabilities, and the balance would represent the fair capital 
value of the business. Then a reasonable annual expense 
schedule would be determined, including (i) operating ex- 
penses, which can be fairly estimated from past experience ; 
(2) interest and rent charges, definitely determinable from the 
accounts of the company; (3) taxes, which, too, may be easily 
determined from the accounts; (4) depreciation, for which 
reasonable allowance may be made; (5) the capital charge 
determined by applying a fair rate of return to the capital 
value of the business; and (6) a moderate surplus allowance 
for contingencies. The sum of these items then would cover 
the gross revenue that must be collected annually from con- 
sumers. If, then, the record is clear as to the volume of water 
consumed annually, the reasonable rate would be the total 
necessary revenue divided by the units of water furnished. 

1 Of course one can only guess at the nature of the demand for any utility; precise 
statistical data on such points are not available. But if meter rates have been charged 
throughout, it is doubtful whether a five or ten per cent change in rates would appre- 
ciably affect the quantity of water taken for domestic uses. 
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This rate would provide the consumers with water at cost, would 
bring a fair return to the stockholders of the company, and for 
the public would assure enough capital, and no more, to render 
a necessary social service. 1 

Similar in condition to water companies are perhaps street- 
railway properties, when they are operated as local units and 
not directly in conjunction with interurban systems. Again, the 
service may be considered homogeneous, goes into direct con- 
sumption, and continues in practically constant volume with any 
reasonable change in rates. Under any given set of circum- 
stances, the total necessary revenue to allow reasonable returns 
to capital may be readily determined, as may the amount of 
traffic, and the rates may be fixed accordingly. Any reduction 
would go to the immediate benefit of consumers, who for the 
most part are the ordinary business and working classes. A re- 
duction in rates, if moderate, would stimulate traffic but little, 
and an advance would diminish it but slightly, so that when 
once fixed, rates could continue in force for a considerable 
period. Further, it might be added, when conditions have 
shifted so that a change in rates proves necessary, the ex- 
isting standard for the most part would not carry with it the 
equilibrium of a large number of conflicting and competing in- 
terests, which would be thrown into more or less confusion by 
any new standard. Street-railway rates stand practically in- 
dependent; within limits, they may be raised or lowered, as 
conditions of cost demand, without seriously upsetting other 
established business relations. This, it may be anticipated 
now, is an exceedingly important point in the difficulty of regu- 
lating and fixing railway freight rates. 

Gas properties may perhaps be fairly placed with water com- 
panies and street railways, in that fair rates, bringing a reasonable 
return to capital, may be practically determined on a cost-of- 
service basis. But conditions of production and consumption 

1 In reality the processes in regulative rate-making are not so simple as seems to be 
implied in the above discussion. After all, considerable allowance for uncertainty 
must be made in every step of the procedure. Nevertheless, in the main, water rates 
probably can be pretty definitely determined upon the cost-of-service principle, be- 
cause of the relatively simple conditions of the business. 



H2 POLITICAL SCIENCE QUARTERLY [Vol. XXX 

of gas are considerably more complex, and therefore cost-of- 
service rates are less satisfactorily applied. It may be highly 
desirable to distinguish between commercial and domestic uses, 
and in the latter between lighting and cooking gas. In other 
words, for the more complete utilization of plant, it may be de- 
sirable to fix rates according to the value and not the cost of 
service. Further, the demand for any part of the service is 
more elastic ; a moderate change in rates makes a more con- 
siderable change in the amount of consumption, so that the de- 
termination of unit cost is more difficult and a change in rates 
may be more frequently necessary. 

The next step in the complexity of utilities brings us to elec- 
tric corporations. Here it is exceedingly doubtful whether rates 
can be practically fixed on a cost-of-service basis and still pro- 
vide a reasonable return and no more upon capital. The prop- 
erty operated as a unit is likely to be of much more than local 
scope. Consequently in fixing rates in any locality the general 
expense incurred in behalf of the entire property must be more 
or less arbitrarily apportioned, rendering fair average costs un- 
certain. And obviously there will be the problem of avoiding 
apparent discrimination between localities served by one com- 
pany. There are considerable differences in the uses; the same 
concern will furnish light and power for domestic consumers, 
also light and power for commercial purposes. The latter, 
particularly, are likely to constitute relatively an important item ; 
consequently the service goes correspondingly less to direct 
general consumption, and any reduction in rates is less likely to 
go to the benefit of the final consumers. The demand is much 
more elastic, and there are considerably different demand 
schedules for the different uses. 1 All in all, it is exceedingly 
doubtful whether rates may be fixed satisfactorily according to 
cost. The same considerations, but with greater force, apply to 
telephone and telegraph utilities, and still more especially to 
railroads. 

'A point should be added (suggested by Professor A. A. Young), that to increase 
the utilization of plant, lower rates might be charged for the commercial service 
taken at " off the peak " hours. 



No. i] RETURNS ON PUBLIC SERVICE PROPERTIES 113 

III 

When we come to railroads, the conditions of production, 
sale and final consumption of the transportation service are so 
complex that cost rate-making can not well be used as an effec- 
tive method of regulation. It is true that a number of econo- 
mists believe that railway rates can and should be fixed on a 
cost basis. 1 The same view has been more or less definitely 
expressed in a number of decisions by the Interstate Commerce 
Commission, 2 and has been followed by the individual state 
public service commissions. Nevertheless, if we wish actually 
to regulate the railroads, so as to allow them reasonable returns 
upon capital and no more, we shall in all probability not get 
far by the way of cost rate-making. The method appears alto- 
gether impracticable and indeed does not seem socially im- 
portant. The only fundamentally feasible way to fix railway 
rates seems to be according to the value of the service, and this 
should be recognized in public regulation. On no other basis 
can a reasonable return upon railroad capital be assured. The 
limitation to a reasonable return may be more effectively pro- 
vided in another way, which will be considered later. 

The cost of any specific railway service, or of any class of 
service, cannot be determined, and even the average cost of 
the ton-mile or train-mile is an indefinite matter. The chief 
difficulty is that the great bulk of railway expenses cannot be 
directly charged to specific traffic carried. A fundamental 
principle in accounting is that the value of specific cost keeping 
depends upon the ratio of direct to total expenses of the busi- 
ness. If the ratio is large, so that relatively a small amount of 
indirect expense needs to be distributed as " overhead," then 

'See M. H. Robinson: Railway Freight Rates: The Legal, Economic and Ac- 
counting Principles Involved in Their Judicial Determination, Yale Review, xviii, 
122 ff. For a more theoretical discussion, see A. C. Pigou: Wealth and Welfare, 
chap, xiii (London, 1912); also Railway Rates and Joint Cost, Quarterly Journal 
of Economics, xxvii, 536 ff, and ibid., 687 ff. For substantial approval of cost rate- 
making, see B. H. Meyer, Certain Considerations in Railway Rate Making, The 
American Economic Review, supp., March, 1904, p. 69 ff; also discussions of the 
paper by A. A. Young, F. H. Dixon, and L. H. Haney. 

2 See M. B. Hammond, Railway Rate Theories of the Interstate Commerce Com- 
mission (Cambridge: Harvard University, 191 1). 
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the unit cost shown may be taken as a fairly definite gauge of 
the cost of production. But, when the expenses are very largely 
indirect, then the unit cost shown has little fundamental signifi- 
cance and cannot be safely taken as even a rough measure of 
cost of production; any method of distributing indirect ex- 
penses is arbitrary. Railroads have not developed definite cost 
systems for rail operations, although they have for shop pro- 
duction, simply because practically all the expenses are of the 
indirect sort; very seldom can any appreciable outlay be 
specifically allocated to any particular traffic. What possible 
use for price-making would there be in unit cost shown, if 
practically all the charges to a particular service represent over- 
head burden and are made on an arbitrary basis? 

Perhaps it is not worth while to present an elaborate discus- 
sion supporting the value-of-service as against the cost basis of 
rate-making. It is well known that until a railroad plant is 
pretty completely utilized, the average cost per unit of service 
decreases as the volume of traffic increases, so that there is no 
definite unit cost. The rates fixed largely determine the quan- 
tity of traffic, which then determines the cost of the service. 
How, then, pass from cost to rates to be charged? Further, 
it is well known that a railroad operates under the law of joint 
cost, or, perhaps more properly stated, under the law of joint 
return. It furnishes a great variety of services. The property 
was originally constructed and is operated with the expectation 
that it should bring at least normal returns upon original in- 
vestment. This return is not expected from one class of busi- 
ness, but from all classes for which there may be a demand. 
The demand comes from the different kinds of goods to be 
carried, and each has fundamentally its own demand schedule. 1 

While minimum returns, as explained, are sought from the 
investment, they cannot be apportioned among the individual 
goods transported on any definite quantity basis, but must be 
placed according to the individual demand schedules. All the 
different services taken together, if the property be well utilized, 

' See F. W. Taussig: Railway Rates and Joint Cost Once More, Quarterly youmal 
of Economics, xxvii, 378 ff. 
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may be expected to bring a fair return upon the original outlay, 
but any given service may fail considerably of bearing the aver- 
age cost of any arbitrarily selected unit of business. To assure 
a fairly complete utilization of plant, and to produce the returns 
necessary, 1 each service or class of service must support the 
railroad according to its commercial ability. Any particular 
traffic will contribute to the necessary support if it bring a 
larger gross revenue than the additional expense that it causes. 
Some goods can be made to bring very little above that mini- 
mum, but they are yet profitable, in that they contribute some- 
thing against the large overhead expense which would continue 
whatever the volume of traffic. Other goods will bring much 
more than the minimum, and all the different kinds taken 
together will produce enough revenue to cover all the expenses, 
including the return upon investment. The services with rela- 
tively high demand schedules would probably in no case be able 
alone to bring the necessary returns and so maintain the value 
of the investment. But when they have contributed what they 
can, then the other services with lower demand schedules, say 
the bulkier freight which cannot stand the higher rates, can be 
made to bring the final necessary return, at rates which lack 
considerably in providing the average indirect expense calcu- 
lated according to any arbitrary unit of service basis. All the 
services are required, each rated according to its own com- 
mercial standing, to bring the necessary returns to investment. 
The above statement in one form or another has been printed 
perhaps a thousand times since Hadley's Railroad Transpor- 
tation was first published. It may be worth while, however, 
to emphasize that, as railroad conditions are or promise to be 
in the reasonably near future, in order to make the representa- 
tive railroad profitable there must be rating according to what 
the traffic will bear. Unless each service contributes according 
to ability, the total revenue will not be enough to support the 
capital invested. If we wish railroads under private ownership, 
we are practically compelled to take their services under those 

1 Necessary in the sense that new railway capital will be furnished as industrial 
conditions warrant. 
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terms. There probably is not a single important railroad which 
could maintain the integrity of its capital on any other basis. 
And we wish to be fair, indeed under the constitution we must 
be fair, to the railroads. Take, for example, any particular 
road under present conditions, say the New York Central. As- 
sume that you can definitely separate terminal from hauling 
costs. Calculate the average cost per ton-mile, or use any 
other arbitrary physical unit for measuring service, and then 
make all rates accordingly. Naturally, the entire business of 
the road, also of the entire territory through which it runs, 
would be thrown into confusion. The distance traffic, especially 
of the lower grade, would necessarily fall off very rapidly, for it 
could not stand the level mileage rate. But if adjustments were 
made so that distance traffic remained largely undisturbed, then 
the rates would immediately be shifted fundamentally from the 
cost to the value-of-service basis. * Further, the low grade 
traffic, which even for relatively short distances could not bear 
the average-ton-mile rate, would disappear rapidly, and, since 
it had furnished a large percentage of the total traffic and in 
each instance had covered something above merely additional 
costs, there would be a very large decrease in net revenue to 
capital. The higher grade traffic, however, which could bear 
and had borne considerably more than the average-cost rate, 
would probably not be stimulated greatly by the reduction, 
since the value-of-service rates presumably had been such as to 
develop and maintain the traffic to the highest point consistent 
with maximum permanent returns to the road. While there 
probably would be considerable additional tonnage, there would 
not be enough to counterbalance the loss of revenue due to the 
reduction in rates applied to the entire class. Altogether, the 
net income of the road after the introduction of the average- 

1 It is claimed, of course, that the ton-mile cost is less, the longer the distance. 
The validity of this claim depends upon how the total expenses are allocated among 
the different services. If you " load " the short distance traffic heavily, and decrease 
the load with distance, then naturally you will show lower cost per ton-mile the longer 
the distance. But any allocation is arbitrary; the plant is used for the entire service, 
and the costs are joint. It would be perhaps no less arbitrary, but more unusual, to 
distribute the expenses so as to show a higher cost the greater the distance. 
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cost rate would probably not be sufficient to allow reasonable 
returns to capital. Then, with the reduction in traffic there 
would be a higher cost per ton- mile and correspondingly higher 
rates would have to be fixed. Again, there would be great 
loss in traffic in commodities which could not bear the increase 
from the first to the new average cost ; and now with the gen- 
eral higher rates there would be a falling off in volume even in 
commodities which could stand higher than the fixed level, 
although presumably for this class of traffic the loss in volume 
would be somewhat more than compensated in revenue by the 
higher schedule of rates. The total effect of the increase would 
probably be to diminish further the net income to capital, but 
in any event the revenue would probably not be enough to 
furnish reasonable returns as desired. Again, on the reduced 
total traffic, there would be a higher average cost per ton-mile 
and therefore higher rates etc. In the end, in all probability, 
the property would never be sufficiently utilized at average- 
cost rates to allow reasonable return on investment; and this 
would probably be true whether the transition to such rates be 
attempted at a leap, as has just perhaps been unwarrantably 
assumed would be done, or very gradually, as the Interstate 
Commerce Commission seems to be proceeding. " 

1 Of course the above is not an absolute Q. E. D. Unfortunately, public policy 
can seldom be based upon definitely demonstrable economic and social propositions. 
But my fairly firm impression is that the view expressed is the correct interpretation 
of our railway experience. Professor A. A. Young suggests that the above theory 
assumes a static view of the facts, while if we take a long-time view, upon which eco- 
nomic policies should be based, the cost theory would find justification. For illus- 
tration, he assumes a railroad which for the time being is poorly utilized, and it gives 
very low rates upon coal in order to develop a traffic which under the circumstances 
promises to be profitable. But in time all traffic increases, including the transporta- 
tion of coal, finally resulting in congestion of business and necessitating an additional 
track. Now, the additional fixed charges that are incurred, Professor Young argues, 
are due as much to the coal as to other traffic; a new burden has been created in 
large part on account of traffic which contributes little or nothing toward fixed charges. 
(See Railway Bate Making: Discussion, American Economic Review, supp., March, 
1914, p. 84.) It seems to me that Professor Young's illustration does not prove his 
point that in the long run coal rates which were below average cost were therefore 
unprofitable. Certainly when they were first put into effect and for a considerable 
period thereafter they must have appeared profitable or they would not have been 
granted. But as the traffic increased and prospects of congestion appeared, the 
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The preceding discussion has assumed more or less definitely 
that average railway costs for rate purposes are best expressed 
in terms of the ton-mile. This would perhaps be the most 
workable unit, but nevertheless it would be one arbitrarily 
chosen. We must bear in mind all the time that costs are joint. 
If we take any average whatever, the result is interesting statis- 
tically and has great importance to the management, but it does 
not express anything fundamental as to real cost for the measure 
of price. Nevertheless, let us take the ton-mile as a practical 
average. If we seek for cost as the proper rate, then is cost 
not only a function of weight and distance, but one of varying 
weights and distances, also one of cubic space, of compactness 
of shipment, of speed of transport, of risk of injury to other 
shipments, and of other indeterminable factors? If all these 
matters are to be taken into consideration, how are they to be 
equated into a simple workable weight-distance expression, as 
the ton-mile? Not a single factor is mathematically determin- 
able. Any definite value assignment is arbitrary. All that is 
definite in the rating problem, or fairly so, is the amount of 
revenue necessary or the total cost of operation. But no 
definite distribution can theoretically or practically be made and 
have any real cost significance. Simply the total costs must be 
covered, or are sought to be covered, by the total revenue re- 
ceived from the total railway service. It is true that in the 
practical development of freight classifications, allowances have 
been made for the different cost factors involved. But in any 

management clearly had the choice of slowly raising the coal rates, consequently cut- 
ting off gradually the supposed unprofitable business and avoiding or delaying the 
additional construction, or of building the extra track and continuing the coal traffic 
as before. Since the latter alternative was chosen, it would seem that the coal traffic 
appeared profitable even with the new fixed charges; otherwise the first and the easier 
way would have been followed, making coal bear its share of expense throughout. 
The reason for the particular choice made was that the new track affected average 
transportation costs favorably; the road had not been completely utilized or reached 
diminishing returns throughout, but only in reference to track; in other respects the 
average unit cost still promised to diminish with additional traffic. In short, the coal 
service appeared profitable even with the new fixed charges. Average costs would 
have been higher and net profits lower if coal rates had been raised and the coal 
traffic had been cut off and the new track had not been built. It is hard to see how, 
even from a long time view, the road would have gained by not developing the coal 
traffic from the first. 
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case the allowance was arbitrary. Fundamentally, however, the 
classifications have not been based upon cost, but upon value 
of service; the high-class freight for the most part means 
traffic that can stand a high rate, not that it has a high cost — 
unless we mean cost to the shipper. The cost factors in clas- 
sifications have been emphasized by railroad men perhaps for 
the most part as blinds, to justify given rates before a regulating 
commission and to shippers. 

An important point in which the railway service differs for 
instance from that of a water or street-railway corporation, is 
in the scope of its use. It is general, not local, and is continu- 
ous as to territory. Far distant localities are joined together in 
their welfare through railway rates. Now, value-of-service rate- 
making always considers industrial conditions as they are, with 
due regard to probable future developments. All over the 
country, there are many individual rates which exist because 
they were granted in the past and business has developed around 
them ; they could not be changed without seriously upsetting 
established industrial relations. Rates based on the value of 
service cannot be changed without regard to the effect upon 
general commercial conditions. 1 

Suppose, then, we were to adopt the cost of service as the 
yardstick of rates. The transition from the present system, 
based principally on the value of the service, to the new basis 
would seriously upset the industrial equilibrium of the country, 
even though the transition were gradual, with provisions for a 
classification of freight according to some " reasonable " cost 
assignment, and with other " practical " adjustments. And, as- 
suming that finally a new equilibrium were established and 
assuming many other things difficult to imagine, we should 
probably find that every change in rates necessitated by the new 
level of costs would bring with it considerable general business 
disorganization. No one could foretell what effect either an in- 
crease or a decrease in general rates would have upon the re- 
lative welfare of different localities. It would be rash to assume 

'See W.Z.Ripley: Railway Rates and Regulation (London, Longmans, Green 
and Company, 1913), p. 147 ff. 
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that a five or ten per cent increase, or decrease, would affect all 
localities in the same relative proportion; and fair rates for 
communities are obviously as much or more a relative as an 
absolute matter. 

Competitive forces operate over tremendously wide areas. 
Localities do not live unto themselves, and railway rates cannot 
be fixed either with reference to single localities or territories, 
or as to single railroad properties. If a system of fair rates is 
to be established, many general competitive factors must be 
considered ; the inter-relation between widely competing centers 
of production, distribution and marketing, the competition be- 
tween railroad systems, the competition between railroads and 
other agencies of transportation etc. No single-cost formula 
can well cover the various complex matters. Such rates indeed 
must be charged as can be charged under the circumstances that 
prevail. 

In this connection it is well to point out what appears a fur- 
ther impossible situation in the attempt to regulate rates in such 
a way as to allow reasonable, but only reasonable, returns upon 
railway capital. For the sake of definiteness, suppose we con- 
sider the railroads operating through " official " territory. 
Everyone knows that they are all intimately tied together 
through various competitive forces, so that no single road can 
introduce any significant rate changes without affecting the wel- 
fare of the others. For the most part, no extensive reductions can 
be made by one company without similar changes being made 
by the others — and even so, commercial equilibrium would be 
seriously disturbed. Without public regulation, general rates 
throughout the territory would tend to be such as would allow 
the development of traffic and would permit even the poorer 
roads to earn moderate returns upon investment. 

Suppose, now, we actually proceed to regulate rates, fixing 
them according to cost, aiming to allow the railroads only fair 
returns upon investment. For the sake of discussion, jet us 
disregard the fundamental difficulties (not to say impossibil- 
ities) of cost rate-making. Then the cost calculated according 
to any physical unit desired, say the ton-mile, with any practical 
allowance for the different indeterminable cost factors, will evi- 
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dently vary from one railroad to another according to density 
of traffic. The most favorably located property, running 
through rich, densely-populated agricultural, mining, or in- 
dustrial regions, will have relatively the greatest traffic and 
therefore the lowest cost, while the most poorly located road, 
serving sparsely settled localities, with comparatively light traffic, 
will have the highest cost. If now we were to fix rates through- 
out according to cost, general standards varying from one com- 
pany to another, the inevitable result would be that the more 
competitive traffic would go to the road with the lowest rates. 
Consequently the latter, with the additional traffic, would oper- 
ate at still lower costs and would therefore be subject to further 
reduced rates — unless, of course, its property had been so in- 
tensively utilized before that the new business could be handled 
only at greater average outlay per unit. 

The less favorably located roads, however, with the loss of 
traffic resulting from the newly-fixed rates, would then have a 
still higher cost experience and would therefore be subject to 
correspondingly higher rate standards. These, of course, could 
then apply only to the more local non-competitive business. 
For a time these rates might indeed bring sufficient revenue to 
furnish the necessary returns to capital ; but in the end, espe- 
cially in the case of the very poorest roads, they would be 
much higher than the traffic could bear. This would mean 
further diminished tonnage, greater costs and higher rates; 
finally, the roads simply could not be "reasonably" supported 
and they would be effectually confiscated through regulation. 
Now, under the Constitution, this cannot be done (unless, per- 
haps, we wish to do it), and industrially or socially this probably 
would not be desirable. The regions " served " by those roads 
would finally be excluded from the general markets and would 
fall into industrial decay. But rates according to the value of 
the service would not disregard the prosperity of the territory 
served, even if the railroad concerned should not make fair re- 
turns. The railway management cannot help considering con- 
ditions of future traffic while making rates according to the 
apparently predatory standard of what the traffic will bear. 1 

1 Of course many arbitrary and unjustifiable rates have been granted by the rail- 
roads; traffic managers often do not charge nearly what the traffic will bear; they 
often make miscalculations and take too short-time a view of railway operations. 



I2 2 POLITICAL SCIENCE QUARTERLY [Vol. XXX 

The confiscation of the more poorly located roads and the 
devastation of the territories through which they run would 
probably be inevitable whether rates at cost were to be suddenly 
and vigorously applied throughout, as assumed in the preceding 
paragraphs, or were to be slowly introduced, allowing for 
gradual industrial adjustments during transition. In the end 
the poorer roads could not live, and their territories would 
starve at rates based on cost. Of course, with great difficulty, 
adjustments could be made so as to enable any road to continue 
its share in the direct competitive traffic ; but that would mean 
to that extent the abandonment of cost rate-making, and in the 
poorest cases would still probably not put the necessary profits 
within reach of the companies. Another way out of the diffi- 
culty might be to fix rates according to the costs of the poorest 
roads. Then, however, we should not actually regulate the 
better located properties. While the poorer roads would be 
earning only reasonable returns, the others, in proportion to the 
excellence of location, would be making excessive returns, 
which is precisely the thing which cost rate-making is seeking 
to prevent. There seems to be no good reason why a railroad, 
merely because it happens to serve thickly-populated regions, 
should be allowed relatively higher returns than are secured by 
representative investments in competitive enterprise — unless it 
be the reason that we cannot help ourselves if we desire the 
general railway service ! 

These difficulties are precisely the ones faced by the Inter- 
state Commerce Commission in considering the recent petition 
of the eastern railroads asking for a general five per cent in- 
crease in freight rates. Some of the roads are unquestionably 
in sore need of additional revenue ; they are far from making 
reasonable returns upon investment. But other roads, better 
located, are prosperous enough, in some cases already making 
altogether unjustifiable profits. Now consider the serious and 
many-horned dilemma before the commission. If the increase 
sought were to be denied, a number of properties would be hard 
hit, and in the end the decision would probably prevent or re- 
tard much desirable railway improvement. If, on the other 
hand, the petition were to be granted, then the poorer roads 



No. i] RETURNS ON PUBLIC SERVICE PROPERTIES 123 

might perhaps get the additional necessary revenue, but the 
better ones would therefore be enabled to gather so much more 
excess profits from the public. But if increases were allowed only 
in the cases where there is actual need of greater revenue, then, 
except for strictly local traffic within the limits of the long- and 
short-haul provisions, the roads concerned could not make use 
of the privilege ; for if they raised the rates, the competitive 
traffic would be deflected to the other roads, and with the de- 
creased tonnage even at the higher rates they would perhaps be 
in more difficult straits than before. What, then, was the Com- 
mission to do? * 

For illustration, on the basis of the balance sheet and income 
statements reported to the Interstate Commerce Commission 
for the year ended June 30, 191 3, the Lehigh Valley Railroad 
Company earned a net return of over eleven per cent upon 
capital. Approximately the same rate was obtained by the 
Delaware, Lackawanna and Western. The Pennsylvania Rail- 
road Company earned 6.7+ per cent ; the New York Central, 
6.5+ per cent; the Baltimore and Ohio, 5.4+ per cent and the 
Erie, 3.8+ per cent. According to this showing, clearly the re- 
turns of the first two roads were unreasonably large, while those 
of the Pennsylvania and New York Central were just fair, and 
those of the Baltimore & Ohio and the Erie were unreasonably 
low. Similar variations may be shown in the results of the 
other roads that compete for the traffic of official territory. 2 

1 It is more than likely, too, that the railroads expect much greater returns from a 
blanket five per cent rate advance than are possible. It probably is true that with 
the general increase in prices, railway traffic as a whole can stand a considerably 
higher level of rates than now prevails. With some goods an increase of fifty per 
cent or more might be made and yet not interfere with the development of traffic; 
but with other commodities a five per cent advance might easily cut so heavy into 
tonnage that the losses would largely counterbalance the gains made on the goods 
that can stand the increase. A general percentage advance does not appear a very 
reasonable or practical method of adjusting rates to the changed condition of prices. 

1 The rates of return for the roads cited are based upon the figures published by 
the Interstate Commerce Commission in the Preliminary Abstract of Statistics of Com- 
mon Carriers. I realize that in any case the balance sheet values may be far from 
original cost or cost of reproduction, and that the rates of return shown are therefore 
not finally reliable. Still, the figures illustrate clearly enough the difficulties of cost 
rate regulation. 
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The rates in effect form a complex network between the dif- 
ferent companies. How then could the Commission grant an 
increase in rates to relieve the Erie and the Baltimore & Ohio 
without adding to the unearned profits of the Lackawanna and 
Lehigh Valley? But, if the increase should not be allowed, a 
constitutional injustice would be done to the other two roads. 
The Commission obviously could not be just to both the rail- 
roads and the public along the lines of cost-rate regulation. 
And the slow-coming, final compromise decision, granting the 
desired increases to the railroads west of Buffalo and Pittsburgh 
and not to those east, can scarcely be viewed as an altogether 
satisfactory solution of the difficult problem before the Com- 
mission. 1 

IV 

The existing system of rates in official territory, or elsewhere 
in the United States, is far from being on a cost basis. But 
even the relatively small matter before the Interstate Commerce 
Commission of deciding merely somewhat along lines of cost 
whether a five per cent increase in rates shall be allowed, is 
proving a tremendously difficult and baffling matter. What 
then will be the situation if we undertake actively to regulate 
rates to establish cost standards, even if they be introduced 
somewhat gradually ? How may we allow a reasonable oppor- 
tunity of fair returns to railway investments, and yet prevent 
undue profits on the better located properties ? Can we possibly 
hope to accomplish this end by rate regulation on a cost basis, 
in the face of the complexity of the railway service, the large 
indirect expense of operation, the complex competitive relations 
between companies and between localities served? 

The only practical procedure seems to be to allow railroads 
to fix rates according to what the traffic will bear, but with 
public supervision to prevent unreasonable and arbitrary pro- 
cedure. If, then, we wish to restrict the profitableness of the 
investment, we may do so by appropriating for public purposes 

1 This article was in the hands of the printer before the Interstate Commerce Com- 
mission reopened the rate case and substantially granted the demands of the rail- 
roads. 
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all net income above a reasonable return to capital. If the 
value of the property should be fairly definitely fixed through 
a physical appraisal, such as is just being made of all the in- 
terstate railroads in the United States under the direction of 
the Interstate Commerce Commission, there would be no great 
difficulty in limiting the returns allowed. The capital upon 
which reasonable returns should be permitted would in any 
case be equal to the value of the physical property, less the 
liabilities of the company. The revenue and expense state- 
ment would show definitely enough the net income. A reason- 
able amount could then be declared as dividends to capital; 
some allowance might be made for a permanent surplus ; the 
balance then would form a liability to the government, and 
might be viewed as a dividend covering the public's interest in 
the business. 

This would be a reasonable scheme of regulation whether we 
consider the interests of the railroads, the shippers, or the pub- 
lic. Any railroad, however poorly located, would have at least 
the opportunity to make ordinary returns upon investment; but 
that opportunity would not enable the better located roads to 
make excessive gains from their property. The plan would be 
fair, but only fair, to each railroad as a unit. To be sure, it 
would not guarantee any definite returns to the owners, but it 
would give the opportunity, if the possibilities of the invest- 
ments have been carefully considered, to place the property 
upon a regularly paying basis. It would undoubtedly check 
speculative construction; but that probably would be highly 
desirable. There seems to be no clear reason why new con- 
struction, extensions and so-called improvements should be 
undertaken unless they promise to be fairly productive and able 
to bear normal returns upon cost. And for all real improve- 
ments, for outlays which clearly promise to be thus self-sup- 
porting, the necessary funds could probably always be secured, 
if the possibilities of reasonable returns are not shut off. The 
plan would probably give sufficient inducement for private 
enterprise to furnish society with all the really needed railway 
facilities, but it would not furnish unmerited rewards and would 
prevent much wasteful undertaking. It would be fair but only 
fair to the railroads. 
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It may be well to state here that with the more profitable 
roads, the plan generally applied might easily stimulate uneco- 
nomic construction. Suppose funds have been borrowed and 
are sunk, for instance, in extravagant terminal facilities, which 
do not add enough to earning power to cover their own main- 
tenance expenses, not to mention interest on the bonds. Evi- 
dently, whether these " improvements " are treated as additions 
to the general property at cost or are written off the books to a 
large extent, or are made a direct charge against revenue, the 
result is that actual net profits are consumed by the fixed 
charges placed upon the plant through the unwise expenditure 
of funds. If we wish actually to regulate returns to capital, in 
order not to defeat our purpose, very likely we shall have to 
require all proposed railway improvements to be submitted first 
to the Interstate Commerce Commission for approval before 
any funds may be used for the proposed outlay. Otherwise 
the profits of a well located property may be sunk in wilful ex- 
travagance. But this might be done equally well whether regu- 
lation be attempted through cost rate-making or through the 
plan here suggested. 

The plan is fair also to the shippers. Of course, ideally it 
would be desirable to get transportation at cost ; but practically 
and according to sound principle that seems altogether impos- 
sible. Shippers, however, really can have no serious complaint 
against rates based on the value of the service. This, as is well 
known, does not mean that on each shipment the railroad makes 
for itself the best possible individual bargain ; it means for any 
class of goods, rates which in the long run will bring the rail- 
road the greatest profits, and which therefore must have due 
regard to the maintenance and development of the traffic. The 
shipper seems to be treated justly enough if year after year 
rates on his products are such that he can reach the market, 
and get a sufficient margin of profit to justify continuing pro- 
duction and even extending his operations. It is indeed a 
method of price-making which he understands well enough, 
since he employs it all the time in his own relations with his 
customers. He has a just complaint only if he be discriminated 
against compared with other competitive shippers or is other- 
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wise treated in an arbitrary manner ; but the method of regula- 
tion suggested does not contemplate giving up the provisions 
now in force dealing with the various discriminatory and un- 
reasonable practices. 

While the method would be fair to both railroads and ship- 
pers, it would work more especially to the advantage of the 
public at large. It provides definitely that no more be paid 
for the railway service than is reasonably necessary. If the 
revenue of any road should furnish more than fair returns to 
capital, then, as already explained, the excess would belong to 
the public and not to the stockholders of the company. The 
revenue which would thus accrue to the public from all the 
railroads of the country would unquestionably amount to large 
sums, and would to that extent relieve taxation. 

In this connection it may be well to point out that even if 
rates could practically be fixed according to cost, the general 
public — the final consumers of the service — would be benefited 
only indirectly and to a limited extent by any reduction. For 
the most part, the direct purchasers of the service are manu- 
facturers, different classes of producers, and various middlemen 
dealers; relatively seldom are direct consumers as such pur- 
chasers of freight transportation. Freight charges constitute a 
part of ordinary business costs, but are not necessarily there- 
fore placed upon final consumers through price, as seems to be 
generally supposed. Selling prices of consumption goods are 
fixed very largely according to what the traffic will bear ; they 
are prices which taken with volume of sales will bring the 
greatest profits to the dealers. This perhaps is for the most 
part true whether the selling is clearly monopolistic or pseudo- 
competitive, as it seems to be through most parts of the coun- 
try. Freight rates according to value of service, instead of con- 
stituting a price-determining factor, are more properly con- 
sidered as determined by prices. The traffic manager of a 
railroad, considering the prevailing price standards, together 
with the intensity of wants or elasticity of demand on the part 
of the consumers, makes up his rate schedules accordingly; 
this is probably true whether he works independently or co- 
operates in rate- making with traffic representatives of other 
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roads. An arbitrary reduction in rates, not calculated in refer- 
ence to its effect upon the development of traffic, would in most 
cases probably not result in lower prices to consumers ; it would 
mean principally greater profits to dealers, and would benefit 
the general public only remotely, if at all. Would there be any 
powerful social reason for going to all the trouble of cost rate- 
making if the chief consequence should be merely to shift 
profits from one class of enterprisers to another, all wealthy or 
middleclass entrepreneurs, and not to relieve the burden of the 
masses of the people? The plan which we have been consider- 
ing, would, it seems, actually restrict profits and not to any 
great extent merely transfer them, and would thus appear as 
directly benefiting the general public. 

A serious objection might be made to the plan that it would 
deprive the railroads of all incentive to improve the methods of 
operation. 1 The management would have no reason, except 
high motives of public welfare, to improve the service, cut 
down unnecessary expenses, introduce more efficient methods 
etc., if greater profits could not be obtained as a consequence. 
Indeed the more direct incentive on the part of well-located 
roads would be to pay unnecessarily high salaries and in various 
ways to consume any possible excess profits. But the same 
objection may be made if we restrict profits through rate regu- 
lation, and it has considerable force whatever method of limit- 
ing profits may be used. The hope of gain, under private 
ownership of property, is perhaps the fundamental force lead- 
ing to efficiency and progress. Nevertheless, as railroad con- 
ditions stand at present, it would indeed be a hasty conclusion 
to say that the relative profitableness of our railroads varies 
even roughly with efficiency of operation. For the most part, 
we may perhaps safely assume that relative profitableness de- 
pends chiefly upon location, which except in a very liberal 
sense cannot be credited to efficient management. The more 
successful roads may point to their larger cars, their more 
powerful locomotives, heavier train loads etc., as the cause of 

1 See S. O. Dunn : The American Transportation Question (New York, D. Apple- 
ton and Company, 1912), p. 101 ft. 
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the greater profits ; but it is primarily the existence of large 
traffic which makes those conditions of operation practicable. 
Without intensive traffic it is plain that large cars, powerful 
engines, large trainloads, would be poor economy. 

But increasing or decreasing efficiency can be checked off 
fairly well through modern management and accounting devices. 
Under the plan which we have been considering it would be 
necessary, as it is highly desirable in any event, taking the past 
experience of each road, to work out definite operating ratios 
and to set up standards of performance, so that any change in 
efficiency would be readily revealed. Indeed railway cost-keep- 
ing is very important from the standpoint of management, but 
is apparently useless for rate-making. The Interstate Com- 
merce Commission might be granted enough power so that it 
could compel railroads to conform to reasonable standards of 
efficiency ; and it might well have the power to extend the prac- 
tices of the better managed roads to the poorest and thus raise 
the standards of performance throughout. 

Still, the fact remains, although it is not so serious as the 
railroads would make it appear, that definitely limiting profits 
takes away direct incentive to progress. To obviate more 
clearly the objections, it might be well to work out a bonus sys- 
tem whereby surplus profits above a certain minimun might be 
shared with the railroads, so that the stockholders would be 
directly benefited by increasing economy and efficiency. Such 
a scheme might serve as an inducement to efficient manage- 
ment precisely as the bonus system of wages results in efficient 
shop production. But surplus profits due to advantage of loca- 
tion should not be subject to any bonus distribution. Perhaps 
a practical way to proceed would be first to make a physical 
valuation of railroads ; then in each case deduct liabilities, and 
so determine the fair capital value and the reasonable net re- 
turns required. Then, on the basis of past earnings and expen- 
ses, the fair average annual surplus profits, presumably due to 
location, may be determined. This average might be taken as 
a standard, and the amount thus determined would go first to 
the public, before the railroad could draw a bonus. And the 
excess profits subject to bonus might well be shared with the 
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railroads on a differential basis, so that with each additional 
excess the railroad's share might be made progressively the 
larger. But just how the bonus should be allotted would de- 
pend upon the inducements necessary to promote economic 
operation. The important point is, that no returns should be 
allowed for mere advantage of location ; and to as large an ex- 
tent as is practicable the advantages of progress should go to 
the public. 

It is important to emphasize that the general plan under con- 
sideration would not require the giving up of any part of the 
existing system of regulation as worked out by the Interstate 
Commerce Commission. As suggested in another connection, 
the provisions against the various forms of discrimination should 
certainly be continued. As a matter of fact, to make the plan 
effective, the Commission should have considerably larger power 
than it now has; it should have power to direct operations, 
especially in introducing generally the best methods, so as to 
gain for the public the greatest possible advantage from prog- 
ress. If the public has an active interest in the railroads, or 
in publi cservice corporations in general, there is no clear reason 
why special processes and advantageous methods should be 
considered trade secrets. The Commission would still have the 
problem of establishing a systematic network of reasonable rates 
throughout the country. Reasonableness, however, would be 
considered largely as a question of relativity of rates, seldom 
as reasonableness per se. But the apparent futility of trying to 
fix rates at cost should be recognized so that the Commission 
might devote its energies to matters which promise better re- 
sults for the public. 

The objection might be raised that the plan would be a large 
step toward public ownership. However that may be, the im- 
mediate object would be more effective regulation. We are 
bound to limit the profitableness of the railroads ; that is now a 
matter of definitely recognized public policy. The question is 
merely which is the best way to effect the limitation. In the 
case of local and simple utilities, whose service goes into direct 
consumption, the regulations may very well be effected through 
cost rate-making. But the more general and complex the 
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utilities, the more impracticable it is to fix rates at cost ; and 
the public advantage in doing so is likely to be the less, since 
the services go less into direct consumption. In the case of 
railroads, it seems utterly impossible to fix rates at cost, and 
there would be very little public advantage in doing so. The 
only practical way to limit profits, it seems, is to allow the rail- 
roads to fix rates on a straight commercial basis, and to give 
to the public any surplus profits above reasonable returns to 
capital. 

V 

It may be well to consider briefly the legal aspects of the 
plan under discussion. The Interstate Commerce Commission 
certainly can not adopt the plan under the present standing of 
the Interstate Commerce Act ; special power would have to be 
granted by Congress. But apparently the Commission may 
legally regulate rates on a cost basis and so may restrict profits 
indirectly. It has the power to order reasonable rates, and has 
come to consider reasonable and cost rates as ideally synony- 
mous. And this view seems to have the sanction of the Supreme 
Court of the United States. 2 

The constitutionality of a law limiting profits directly as pro- 
posed may very well be questioned. It would be difficult to 
predict what the final decision of the Supreme Court of the 
United States would be in the matter. The decision would de- 
pend upon how the court might be impressed by the need of 
the restriction ; if the need should be considered great, then the 
police power would be elastic enough to cover the law. But 
the interest of the public in railroads, and in all so-called public 
utilities, has been definitely recognized by the courts; espe- 
cially, rates may be fixed in the interest of the public so as to 
bring no more than reasonable returns upon the investment. 
If, then, we may constitutionally limit profits through rate- 
regulation, it would require rather fine reasoning to show why 
we may not effect the same result directly by the appropriation 
of surplus profits, provided we allow rates to continue on a 
straight commercial basis. So long as each railroad has an un- 

'See Minnesota Rate Cases, 230 U. S. 352. 
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obstructed opportunity of earning reasonable returns, the regu- 
lation could not well be considered as taking property without 
due process of law. And the opportunity to get such returns 
would be more assured than under a rate-regulation plan. 

Further, the restriction would be precisely like that which 
has been placed upon the profits of federal reserve banks as 
provided by the recent Federal Reserve Act. The reserve 
banks appear fundamentally as private corporations ; the capital 
is furnished primarily by individual banks, and the government 
performs no special service for which it is not paid. All 
national banks are practically compelled each to take stock in 
the federal reserve bank in its district. 1 But the dividends on 
the stock are restricted to six per cent per annum, and any excess 
profits, after a certain general surplus has been provided, goes to 
the United States Treasury.* The law clearly considers that the 
federal reserve banks, while established principally out of pri- 
vate resources, serve a very important public function and so 
really constitute a public utility. Now, if the appropriation of 
surplus profits by the public is upheld in the case of the reserve 
banks,* there would be no clear reason why similar appropria- 
tion should not be allowed in case of the railroads, which, it 
has long been recognized, are invested with important public 
functions. 

The success of the plan would require larger powers for the 
Interstate Commerce Commission over rates as well as over 
matters of operation. It would not work very well under the 
present division of power between the Commission and the in- 
dividual states ; but neither can we have effective rate regulation 
under the present conflict of federal and state authorities. 
Railroads, especially as regards rates and revenue, should be 
recognized as industries of national scope and subject only to 
regulation by the Interstate Commerce Commission. The 
truth is, there is great need of a special congressional commis- 
sion to investigate anew the entire problem of regulation and 
place before Congress a comprehensive scheme that will provide 

1 Sec. 2, Federal Reserve Act. ' Sec. 7, Federal Reserve Act. 

5 There seems to be no question of the constitutionality of this provision. 
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for real public control. The present situation is not satisfactory 
to the railroads, and it makes effective regulation almost im- 
possible. 

In conclusion, it may be well to suggest that unless a plan be 
adopted along the lines suggested, it is not very clear what 
public advantage there will be in the expenditure of millions of 
dollars in the physical valuation of railroads now being con- 
ducted by the Interstate Commerce Commission. Undoubtedly 
those who brought about congressional action expected that the 
valuation would be used as a basis of rate-making. But that 
view is not shared by Commissioner Prouty, who has direct 
charge of the huge undertaking. 1 The probable public benefits, 
however, which Mr. Prouty points out, appear rather intangible, 
scarcely justifying the vast expenditure of public money, if the 
valuation will not serve pretty clearly to regulate returns upon 
railroad investments. And finally, effective and reasonable 
regulation can be secured probably much better in the way 
suggested than through cost rate-making. 

John Bauer. 

Cornell University. 

1 See C. A. Prouty : The Valuation of Railroads, Electric Railway Journal, Feb- 
ruary 14, 1914. 



